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UNITED STATES TAX IMPLICATIONS OF
INTERNATIONAL INTEREST RATE SWAPS
(U.S. DOLLAR DENOMINATED AGREEMENTS)
I.

INTRODUCTION

An interest rate swap is a means through which parties exchange interest
rate obligations. In a common application of a swap agreement, one party
exchanges a floating interest rate on a principal amount for the other party's
fixed interest rate on the same principal amount.' The party who thereby obtains
a fixed interest rate perceives a benefit through the conversion of unpredictable
cash flow requirements associated with servicing variable-rate debt into predictable cash flow requirements under a fixed rate. 2 Conversely, the other party
may prefer the floating rate because of financial position or speculative information. Under swap agreements, as the floating rate fluctuates above or below
the fixed rate and when interest payments become due, the party who exchanged
for the now higher rate owes a payment for the difference to the other party.
Such interest rate swaps have become a new international financial phenomenon.3 Swap agreements between United States parties and foreign parties
are an increasingly popular method of deriving financial benefits from international interest-rate and currency differentials. 4 Resulting payments under the
agreements by United States parties to foreign parties have raised the issue
whether the Internal Revenue Code subjects the receipt to income taxation and
thus withholding tax.
The United States taxes foreign persons at a flat rate on a fixed or determinable annual or periodical income5 derived from sources within the United
States. 6 Whether U.S. withholding tax applies to a domestic party's payments
under a swap to a foreign party depends upon the answer to two questions:
first, whether U.S. tax law characterizes such payments as periodical income
under sections 871(a) and 881(a) of the Internal Revenue Code, 7 and second,
whether the law treats the payments as derived from sources within the United

1. Parties active in interest rate swaps refer to the variable-for-fixed interest rate exchange
as the plain vanilla swap. Wishon & Chavalier, Interest Rate Swaps - Your Rate or Mine, J. AccT.
S~pt. 1985, at 63, 64.
2. Swap agreements are used to limit risk in long term financial positions. They are used
to reduce the uncertainties associated with currency exchange rates and floating interest rates. These
agreements provide coverage for the risk exposure as well as access to additional capital markets.
As such, they are not just a financial tool but also represent a way of approaching general corporate

financial problems. For a more detailed history of swap agreements and an analysis of their structure,
see J. PRIcx & S. HENDERSON,

CURRENCY AND INTEREST RATE SWAPS (1984);

and Belmore, Are

Swap Payments Subject to W thholong Tax?, INr'L FMN.L. Rav., Feb. 1984, at 28.
3.

Wishon & Chevalier, supra note 1, at 63.

4.
5.
6.
7.

Id. at 65.
Hereinafter referred to as periodical income.
I.R.C. SS 871(a), 881(a) (West 1985).
Id.
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States under sections 861 through 864.8 Neither the Treasury nor the courts
have answered these questions.
This article will suggest answers to the character and source issues of swap
payments to foreign parties by drawing analogies to transactions that are similar
in economic substance to swap agreements. In addressing both issues, this
article will compare swap agreements to credit risk assumptions, hedge transactions, insurance agreements, and personal services. In addition, because an
income tax treaty between the United States and a foreign country would override the Internal Revenue Code on issues of U.S. tax treatment of residents
of that foreign country, this article will note possible effects of international
treaties on U.S. taxation of international swap payments.
II.

NATURE OF SWAP AGREEMENTS

For an illustration of an interest rate swap agreement, assume a Savings
and Loan (S & L), in an effort to increase the amount it has to lend, offers
five year certificates of deposit. For these certificates to be competitive, they
must bear a floating rate of interest. Since the S & L's primary source of
income is fixed interest rate home mortgages, the S & L is assuming a risk
in offering floating rate certificates. Its goal in entering into a swap agreement
would be to protect itself from rising interest rates. At the same time, another
company which has to borrow its additional funds at a fixed interest rate, would
rather be borrowing the funds at a floating interest rate. 9 By entering into a
swap agreement, both parties can achieve their goals.
Under the proposed swap agreement, S & L agrees to pay to the other
company an amount equivalent to the interest cost at the fixed rate. Similarly,
the other company agrees to pay to S & L an amount equivalent to the interest
expense at the floating rate. To the extent the principal amount owed by the
other company does not equal the principal amount of the certificates, the parties
can enter into agreements with additional cbrripanies to enable S & L to swap
the floating interest rate for a fixed interest rate on its entire block of certificates.
Swap agreements commonly call for quarterly or annual payments by one party
to the other of the net difference in the interest expense.
The determination of which party would be making the net payment would
depend on the average floating interest rate and the amount of the fixed interest
rate. In the above example, assume the fixed interest rate of the other company
is eleven percent and the principal amount covered by the swap agreement is
$1,000,000. At the end of the first year, the average floating interest rate is
determined to have been twelve percent. This average rate would cause the

8.

I.R.C. 5§ 861-864 (West 1985).

9. The party with the fixed interest rate debt may prefer access to a floating rate for several
reasons. One can be that a floating interest rate is not otherwise available. Another is that the
party believes that interest rates will decline over the life of the agreement and is willing to accept
early cash flow losses to gain a lower long term interest rate. It is also possible that the other
party could be another financial institution with significant floating interest rate receipts and fixed
interest rate obligations, which is the thirror" image of the Savings and Loan's risk exposure.

https://scholarship.law.ufl.edu/flr/vol37/iss3/7

2

1985]

TAX IMPLICATIONS
OF INTERNATIONAL
INTEREST
RATE SWAPS
673Swa
Reid: United States
Tax Implications
of International
Interest Rate

other company to pay to S & L $10,000, which is the one percent difference
between the interest rates as applied to the principal amount of the swap agreement. If in year two the floating interest rate fell to ten percent, S & L would
pay to the other company the one percent difference in the rates, or $10,000.
The effect of the swap agreement here is to effectively level, on a year to year
basis, the interest expense of S & L in addition to eliminating the initial cash
flow loss in year one and the cash flow gain in year two. At the same time,
the other company effectively assumed the cash flow loss in the first year while
enjoying the benefit of the cash flow gain in the second year because of its
assumption of the risk of the floating interest rate.
These agreements are in the nature of a hedge transaction designed to
regulate the cost of money. A party would report a receipt under the swap
agreement as income, and report a payment as an expense, based on the party's
regular method of accounting. Thus, the party would account for the income
or expense on receipt or payment under the cash method or as accrued at the
time the swap payment is scheduled under the accrual method.' 0 As long as
all partids to the agreement are United States persons," the payments under
a swap agreement will constitute ordinary income and ordinary business deductions.' 2 However, additional tax implications arise if one of the parties to
the swap agreement is a foreign corporation or nonresident alien. In the above
example, if the party with the fixed interest rate was a United Kingdom manufacturing company, then any payments from the S & L to the United Kingdom
company might be subject to United States taxes. This additional tax burden
3
could be destructive of the economics of the swap agreement.'
The United States taxes foreign persons either at a flat rate on their fixed
or determinable periodical income' 4 or at regular income tax rates on income

10. See generally I.R.C. SS 446(a),(c), 451(a), 461(a) (West 1985). However, if one of the
contracting parties is utilizing the long term method of contract accounting, then payments or
receipts under the swap would be allocated to the long-term contract as an indirect contract cost.
Prop. Reg. S 1.451-3(d)(5)(ii), 48 Fed. Reg. 10710 (1983).
11. I.R.C. S 7701(a)(30) (1982) defines United States person:
The term "United States person" means-(A) a citizen or resident of the United States,
(B) a domestic partnership,
(C) a domestic corporation, and
(D) any estate or trust (other than a foreign estate or foreign trust, within the meaning
of section 7701(a)(31)).
Id.
12. Cf. Corn Prod. Ref. Co. v. Commissioner, 350 U.S. 46 (1955).
13. Any impediment to a party's performance of its obligations would destroy the economics
of the swap. Imposition of additional taxes as well as currency restrictions could cause such distortion.
In determining whether any payments would be subject to United States taxation, this article
assumes that the swap agreement is denominated in U.S. dollars. International interest rate swap
agreements increasingly are also cross-currency swaps. See Wishon & Chevalier, supra note 1, at
65. Discussion of the additional exchange problems possible is beyond the scope of this article.
14. I.R.C. SS871(a), 881(a) (West 1985).
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which is effectively connected with a trade or business within the United States."s
If entering into a swap agreement is not itself the conduct of a trade or
business, 6 then the income and deductions associated with the swap agreement
could not be effectively connected with the conduct of a trade or business in
the United States. 7 To levy a tax on the swap payments, therefore, the United
States must characterize the payments as periodical income from sources within
the United States.

III.

FIXED OR DETERMINABLE

A.

ANNUAL OR PERIODICAL INCOME

United States Taxation of Periodical Income

Congress taxes periodical income at a flat rate of thirty percent under sections 881(a) and 871(a)(1) of the Code.' 8 Although interest, dividends, rents,
salaries and premiums are the kinds of income which constitute periodical income, the statutes embrace a broader category of income.' 9 In essence, Congress
has chosen to tax those types of income derived from a regular stream and
has chosen not to tax income from a single transaction. Treasury regulations
provide little, if any, assistance for determinations whether income is periodical
but instead refer to the withholding at source rules found in section 1441 of

15.

I.R.C. § 871(b)(1) (1982) provides:
A nonresident alien individual engaged in trade or business within the United States

during the taxable year shall be taxable as provided in section 1, 55 or 402(c)(1) on his
taxable income which is effectively connected with the conduct of a trade or business within
the United States.
I.R.C. § 882(a)(1) (West 1985) provides:
(a) Imposition of tax
(1) IN GENERAL
A foreign corporation engaged in trade business within the United States during the
taxable year shall be taxable as provided in section 11 or 1201(a) on its taxable income
which is effectively connected with the conduct of a trade or business within the United
States.
16. For business activity to constitute an active trade or business within the United States,
more than a few disconnected business acts are required. Rather, the term connotes an active
prosecution of acts normally incident to the conduct of a trade or business. Pasquiel v. Commissioner, 12 T.C.M. 1431 (1953). (f Linen Thread Co., 14 T.C. 725 (1950); Helvering v. Stein.
115 F.2d 468 (4th Cir. 1940).
17. I.R.C. § 864(c)(1)(B) (1982) (if the foreign person is not engaged in a trade or business
within the United States during the taxable year, then the Code does not treat the income as
effectively connected).
18. I.R.C. S 881(a) (West 1985) provides in pertinent part: "[Tihere is hereby imposed for
each taxable year a tax of 30 percent of the amount received from sources within the United States
by a foreign corporation as ....
Id. Concurrently, I.R.C. § 871(a) provides in pertinent part:
"[Tjhere is hereby imposed for each taxable year a tax of 30 percent of the amount received from
sources within the United States by a nonresident alien individual as ....
I.R.C. § 871(a) (West
1985).
19. I.R.C. §5 887(a)(1)(A), 1381(a)(1) (West 1985) provide inclusively for all fixed determinable
annual or periodical gains, profits and income and list as examples interest (except section 1273
original issue discount), dividends, rents, salaries, wages, premiums, annuities, compensations, remunerations, and emoluments. Id.
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the Code. 21 Specifically, the Code requires payors of income subject to the flat
tax of thirty percent to withhold the tax from the gross amount paid to the
nonresident alien or foreign corporation. 21 The concern is whether swap agreement payments constitute periodical income.
Although section 1441 creates a rather undefined class of income, the language of the Treasury Regulations under section 1441 reflects a concept of
predetermined profits. 22 For example, the Treasury does not consider foreign
reinsurance premiums to be periodical income. 23 Inherent in this position is the
understanding that insurance premiums are for the assumption of risks which
do not necessarily create a profit. The reinsurer may incur a loss when the
agreements are viewed in a multi-year context. Thus, congress sought to tax
as periodical income that income which is of a character more regular than the
income produced by a single sale transaction yet not of the character of income
generated by an active trade or business as periodical income.
B.

Characterization by Analogy

The initial question is whether payments under a swap agreement can be
characterized as periodical income. As is often the case with financial transactions which are created before a statutory response is provided, no provision
of the Code is dearly applicable. The courts previously have addressed new
characterization issues. In determining the character of an item of income, the
courts examine the substance of the transaction. Only after determining the
substance of the transaction will a court determine the character of the payments
and then place the payments within the statutory scheme by analogy. 24 A
recent decisioni suggests the possibility of differing characterization. In Bank of
America v. United States, 25 the Court of Claims stated that courts must look at

20. See Treas. Reg. S 1.881-2(b) (1973).
21. I.R.C. S 1441(a)(b) (West 1985) (nonresident alien individuals); I.R.C. 5 1442(a) (West
1985) (foreign corporations). If the swap payments become subject to the 30 percent withholding
tax that the economics of the transaction would be greatly distorted.
22. The regulations under section 1441 provides
the term "fixed or determinable annual or periodical" income is merely descriptive of the
character of a class of income. If an item of income falls within the class of income
contemplated by the statute, it is immaterial whether payment of that item is made in a
series of repeated payments or in a single lump sum. Thus $5,000 in royalty income would
come within the meaning of the term, whether paid in 10 payments of $500 each or in
one payment of $5,000.
Income is fixed when it is to be paid in amounts definitely predetermined. Income
is determinable whenever there is a basis of calculation by which the amount to be paid
may be ascertained. The income need not be paid annually if it is paid periodically; that
is to say, from time to time, whether or not at regular intervals.... Such items as taxes,
interest on mortgages, or premiums on insurance paid to or for the account of a nonresident
alien landlord by a tenant, pursuant to the terms of a lease, constitute fixed or determinable
annual or periodical income.
24. See, e.g. Karrer v. United States, 152 F. Supp. 66, 72 (Ct. CI. 1957) (looking beyond
contract references to parties to the substance of the relationship between the parties in order to
characterize payments made by one party to the other).
25. 680 F.2d 142 (Ct. Cl. 1982).
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the transaction in question and look at both its character and its source, which
are two distinct aspects.2 6 Thus an item of income can be characterized one
way for periodical income purposes but characterized differently for source pur27
poses.
C.

Interest Income

On initial examination, one might characterize swap payments as interest.
However, the Supreme Court has defined interest as an amount one contracts
to pay for the use of money2 ' or as the compensation for the use or forebearance
of use of money. 2 9 These decisions clearly envision the actual lending of funds
between a creditor and a debtor. Even though a payment is not based on the
actual loan of money, however, the economic substance of the transaction could
closely resemble a loan transaction.
In Bank of America, the court sought to characterize commissions received
by the taxpayer from a foreign bank for acceptance of its letters of credit."'
The acceptance commissions not only reflected characteristics of income for
personal services but also had some of the characteristics of interest income.',
However, the court held that these payments could not be characterized as
interest because the payments were not tied to the actual borrowing of money,
and that they were not paid for personal services since performance of personal
32
services was not the dominant element.
The economic realities of the transaction in Bank of America justify the court's
determination. The transactions under consideration in Bank of America originated
with a foreign bank granting a letter of credit to a customer who was not a
resident or citizen of the United States.3 3 For the customer to use the letter of
credit to purchase property in the United States, the credit had to be accepted
in the United States by a United States bank.3 4 This acceptance was a necessary
part of the transaction. The United States bank's acceptance of the letter of
credit enabled the seller to receive payment for the goods sold. 5 Upon acceptance of the letter, the United States bank then paid the seller and in turn
received repayment plus a commission from the foreign bank.3 6 In substance,
the Bank of America was acting merely as a conduit through which the foreign
buyer closed his purchasing transactions. The basis of the decision that the transaction more closely resembled interest than personal services was that the Bank
of America actually utilized its funds to satisfy the principal payment for the

26.
27.
28.
29.
30.
31.
32.
33.
34.
35.
36.

Id. at 148-50.
Seeid. at 149.
Old Colony R.R. v. Commissioner, 284 U.S. 552, 560 (1932).
Deputy v. Dupont, 308 U.S. 488, 198 (1940).
680 F.2d 142 (Ct. CI. 1982).
Id at 149.
Id.
Id. at 143-46.
Id. at 145.
Id.
Id. at 145-46.
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goods sold, subject to reimbursement by the other bank. 37 Thus, this temporary
than the rendering of personal
use of funds resembled a loan transaction more
38
services, justifying the analogy to interest.
In contrast, a swap transaction does not involve even the temporary use of
the other party's funds. Because neither party to a swap agreement assumes
the underlying debt of the other party, a swap agreement does not create a
debtor-creditor relationship.
In the example presented earlier, S & L does not assume any liability to
pay the debt of the United Kingdom company, just as that company does not
agree to pay the principal of the certificates of deposit for the S & L. Rather,
the sole focus of the agreement is the temporary use of the other party's interest
rate. This distinction is sufficient to preclude treatment of the swap payments
as interest.
Credit Risk Assumptions

D.

Implicit in a swap transaction is the assumption by one party that interest
rates will fluctuate. This assumption of risk of interest rate fluctuation is analogous to the risks assumed by a lender when a borrower pays a commitment
fee in consideration of a lender's agreement to issue a mortgage loan at a
and at a preset interest rate. The commitment fee is not
specified future date
39
considered interest.
Payment of the loan commitment fee allows the payor to lock in a source
of funds at a previously negotiated rate of interest. The fee is not for the actual
borrowing of money but rather for an agreement which entitles the payor to
borrow money in the future. Like swap agreements, loan commitment fees
merely create a guarantee of a rate of interest and a source of funds. Unlike
swap agreements, a borrower ultimately intends to borrow money at the contracted future date when the loan commitment fee is paid. Thus the critical
difference between a swap agreement and loan commitment is that the swap
agreement does not involve future lending of money between the parties. Consequently it does not create a debtor-creditor relationship. The payment of a
premium, if any, in a swap agreement is to balance economic positions. The
essence of the agreement is the assumption of a risk by one party from another
40
party.
E.

Hedge Transactions

A swap agreement "allows the party assuming the fixed interest rate obligation
to assure itself of a constant cost of its supply of money. Thus the agreement
closely resembles a hedging transaction. A hedging transaction is a form of

37. Id. at 148-49.
38. Id.
39. See, e.g., Rev. Rul. 74-258, 1974-1 C.B. 168; Rev. Rul. 70-540, 1970-2 C.B. 101, 102
(Situation (3)); Rev. Rul. 56-136, 1956-1 C.B. 92.
40. Some commentators have stated the risk assumed is a pure credit risk rather than an
interest rate fluctuation risk. J. PRICE & S. HENDERSON, supra note 2, at 73-74.
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price insurance that businessmen use to avoid the risk of changes in the market
price of a commodity. The basic principle is maintenance of an even or balanced
market position.4 ' A hedging transaction, to be valid, need not be in the same
commodity as the product involved, as long as a price relationship exists between
the commodity and the product. 42 Even the Internal Revenue Service views
hedging transactions as a means to eliminate speculative risks due to price
fluctuations, and the service thus acknowledges hedging transactions as a form
of conservative business insurance.13 The purchase and sale of a commodity,
or commodity future, constitutes a valid hedge when the commodity is related
or identical to the taxpayer's product. The Corn Products doctrine"' applies to
such hedges to create ordinary income and losses from capital gains and losses.
Different results may be obtained, however, when a taxpayer has used an
apparent hedging transaction to protect the value of the taxpayer's assets instead
of the price or availability of its supplies. In International Flavors & Fragrances,
Inc. v. Commissioner,45 the taxpayer purchased one-year futures in pound sterling
to protect its foreign subsidiary's financial statement against an impending devaluation of the pound. 46 The Tax Court held that this was a valid hedge and
that the Corn Products doctrine applied to convert the losses incurred into ordinary
losses. 47 However, in Hoover v. Commissioner,4' a later case on similar facts,4 9 the
Tax Court, rejecting its prior decision in International Flavors, held Corn Products
inapplicable because the transaction was not a valid hedging arrangement. '
Unlike the swap agreements under consideration, a hedging transaction usually involves the purchase and sale of tangible property. Given that form, tax
law treats a hedge as the purchase and sale of personal property for income
characterization and sourcing purposes. 5 ' No such purchase and sale of tangible
property is involved in the swap agreement.

41. See, e.g., Commissioner '. Farmers & Ginners Cotton Oil Co., 120 F.2d 772, 773-74
(5th Cir.), cert. denied, 314 U.S. 683 (1941).
42. Kurtin v. Commissioner, 26 T.C. 958, 960-62 (1956) (involving losses on the sale of
butter futures that were entered into to protect the Taxpayer against decline in the price of cheese
purchased under forward contracts at a fixed price, since there was no futures market for cheese,
and the price of cheese and butter rose and fell in tandem).
43. Rev. Rul. 72-179, 1972-1 C.B. 57 (involving cotton futures).
44. The Corn Products doctrine derives from the Supreme Court decision in Corn Prod. Ref.
Co. v. Commissioner, 350 U.S. 46 (1955). The Court intended to prevent taxpayer manipulation
of the tax treatment distinction between ordinary gains and capital gains by a business party's
purchases in a futures market constituting an integral part of the party's business. Id. at 50-54.
45. 62 T.C. 232 (1974), rev'd, 524 F.2d 357 (2d Cir. 1975).
46. 62 T.C. at 233-34.
47. Id. at 239-40.
48. 72 T.C. 206 (1974).
49. Petitioner, a United States corporation, owned the majority of outstanding shares in a
British corporation and held substantial shares of other foreign corporations. Id. at 208. When

petitioner was concerned with the effects of currency devaluation on the dividends to be received
from these foreign subsidiaries, petitioner sold forward an amount of foreign currency futures to
offset the exposure caused by the currency devaluation. Id. at 214.
50. Id. at 236-40.
51. Treas. Reg. § 1.861-7(c) (1957). Where Corn Products doctrine applies, the commodity is
treated as personal, non-capital property; thus, it is sourced where title passes on its sale. Id. When
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However, not all hedge transactions involve the use of the actual commodity.
Because of the sophistication of commodity exchanges, parties. often prefer to,
use commodity futures contracts. These futures contracts provide for the right
to purchase or sell the underlying commodity in the future. Parties often sell
the contract prior to its operative date. Thus, a hedge transaction in commodity
futures involves the purchase and sale of a right that exists only in the future,
while the hedging party does not intend to ever exercise that right. In this
context, the rights in a swap aveement are very similar to rights derived from
futures contracts. However, since the commodity future is sold on a commodity
exchange, the contract takes the form of tangible personal property. To' date,
no such exchange exists for interest rate swap agreements from which the agreements could assume the mantle of personal property.
Despite the formal differences between future hedge transactions and interest
rate swap agreements, swap agreements produce the same economic results in
the market for money that hedges produce in the markets for commodities. The
goal of a hedge is to achieve price stability of a source of supply of a product
used in the taxpayer's trade or business. 'The goal of a swap agreement is to
achieve stability in long term interest rates and thus provide an affordable,
manageable access to money. When parties use a tangible asset or futures
contract, the result is a hedging transaction. However, a swap agreement does
not involve a tangible asset or a futures contract traded on a recognized exchange. Therefore, a swap cannot be directly characterized as a hedge, even
though the economic results are the same.
F.

Insurance Agreements

Although a swap agreement is similar to a hedge transaction, it is also
similar to insurance. Since an element of a swap is the potential payment of
a premium by one party to another for the other's assumption of a risk faced
by the original party, swaps resemble insurance. Assumption of risk is basic
to insurance. The reference to "premium" in sections 871(a)()(A) and 881(a)(f)
of the Code as periodical income is essentially equivalent to the term "underwriting income" as used in section 861(a)(7). 5 2 The Code defines underwriting
income as the premiums earned on insurance contracts during the taxable year
less losses and expenses incurred. 53 Critical to this. definition is the requirement
of an insurance contract in the assumption of an insurance risk by an insurance
company. The assumption of the insurance risk and the documentation of this
assumption in a contract actually involves two key elements. fn Helvering v.
LeGierse,5s the Supreme Court stated that insurance involved both risk-shifting
and the distribution of that risk.55 Although a swap agreement clearly involves
foreign currency is involved, the transaction must ultimately take place in the foreign country,
which forces the gain or loss to be from sources without the United States.

52.
53.
54.
55.
definition

See f.R.C. § 861(a)(7) (1982).
I.R.C. S 832(b)(3) (1982).
312 U.S. 531 (1941).
Id. at 539. Cf. I.R.C. § 7702 (West 1985) (Tax Reform Act of 198
of life insurance affirming the viability of the Le Gierse definition).

Published by UF Law Scholarship Repository, 1985

provides statutory

9

UNIVERSITY
OF FLORIDA
LAW37,
REVIEW
Florida Law
Review, Vol.
Iss. 3 [1985], Art.[Vol.
7 XXXVII

the shifting of risk from one party and the assumption of that risk by the other
party, a swap does not distribute that assumed risk among others. Indeed,
distribution of risk with the use of large numbers makes insurance a viable
financial and economic tool. Absent this implicit element in insurance, any
premium paid under a swap payment fails to constitute a "premium" under
sections 871 and 881 of the Code.
By analogy, though, inherent in the overall contractual nature of a swap
agreement is the possibility of gain or loss, which is similar to the risk assumption of insurance. Given the economic similarities between swap agreements and insurance, any payments under a swap agreement should be entitled
to the same treatment as insurance premiums. Thus, tax law should not characterize payments under a swap agreement as periodical income under section
881(a)(1) of the Code and thus not subject swap payments to withholding under
56
section 1441 of the Code.
G.

Personal Services

Although the assumption of the risk in a swap agreement has some aspects
of a hedge transaction as well as insurance, neither characterization completely
fits the realities of the transaction. A swap agreement also closely resembles
the issuance of a personal guarantee or indemnity agreement. In the previous example, the United Kingdom company assumes the risk of interest rate fluctuations
from the S & L. In essence, that company agrees to indemnify S & L for long
term average interest rate increases above the amount of the original floating interest
rate.
Assumption of a risk through a personal guarantee or indemnity involves
an element of personal services. The question then is whether this element of
personal service rises to the level of independent significance. If it does, separate
characterization and source rules exist to determine whether it results in domestic or foreign income.
Surprisingly few cases have ever addressed this personal service aspect in
similar transactions. In the Bank of America 7 case, the Court of Claims recognized
the personal service aspect in the acceptance transactions.5 8 In accepting the
letters of credit and sight drafts, the Bank was acting as an agent of the buyer
by advising the sellers that the letters of credit existed and by making the actual
payment. However, the Court did not find these personal services to be a
prominent feature in the transaction. 9 Rather, the prominent feature was the
60
substitution of the Bank's credit for that of the foreign bank.

56. Cf Rev. Rul. 80-222,
foreign insurance company).
57. 680 F.2d 142.
58. Id. at 149.
59. Id.
60. Id.

1980-2 C.B. 211 (regarding reinsurance premiums received by
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Because the court had already decided that the commissions most closely
resembled interest and had perceived that Congress had a preference for sourcing such transactions by their interest element instead of their personal service
elements, the Bank of America court summarily disregarded the personal service
element. The striking difference between acceptance of foreign drafts and acceptance of the risk of interest rate fluctuations is the absence of a substitution
of credit. In the swap transaction, the foreign party is not substituting its credit
for that of the other party, but is merely assuming a risk similar to an indemnity
agreement. 6'
Arguably the only reason that personal service was not a prominent feature
in the Bank of America was that the substitution of the Bank's credit was a more
prominent feature and was thus controlling. Under this argument, if the element
of substitution of the credit were not a feature in the transaction, then the next
most significant element would be the personal services. Since payment for
personal services would be in the form of salary, wages or commissions, the
premium paid as a part of the transaction could be classified as periodical
income. 62 However, since the premium would not necessarily be the same amount
each year, the characterization of it as wages or commissions is unlikely.
H.

Periodical Income Conclusion

As with many developments in financing transactions, the swap agreement
does not fit within any of the income characterization rules found in the Code.
Thus, courts must determine whether swap agreements create periodical income.
Implicit in the Treasury Regulation's definition of periodical income is the
concept that there exists a basis of calculating the amount of income to be
ascertained. This concept necessitates that the payment be on some kind of
63
a regular basis, as in the case of rents, royalties, dividends and interest.
Inherent in a swap agreement, as in insurance premiums, is the virtual impossibility of determining who will be liable for the net payment and who the
payor will be. 64 Additionally, little economic difference separates hedge transactions and swap agreements. Since a swap agreement most closely resembles
a hedge transaction utilizing commodity futures, any payment under the swap
agreement should not constitute periodical income. Thus, any payment by the
Savings and Loan to the United Kingdom company would not be subject to
the thirty percent withholding requirement. If the courts reach a different conclusion, however, then it becomes equally important to determine the source
of any payments under a swap agreement.

61. Implicit in the risk associated with acting as indemnitor is the credit risk of the indemnified
party. Although credit is not directly at issue in a swap transaction, the risk assumed is inherently
a credit risk. This assumption agrees with the position taken by other commentators. See supra,
note 40.

62.

See I.R.C. 5§ 871(a)(1)(A) & 881(a)(1) (West 1985).

63.
64.

Treas. Reg. S 1.441-2(a)(1)-(2) (1966).
Cf Rev. Rul. 80-222, 1980-2 C.B. 211.
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IV.

A.

SOURCE

OF INCOME

Determination of Source of Income Analogy

The United States taxes foreign persons on their periodical income derived
from sources within the United States. The Code provides specific source rules
in sections 861-864. Payments under a swap agreement not only pose characterization problems but also fail to fit cleanly within the source rules. When
faced with this dilemma, the court in Bank of America postulated a comparison
of the economic substance of the transaction to other transactions to analogize
to the source rules of the Code. 65 The economic essence of a swap agreement
is the shifting of the risk of' interest rate fluctuations. Presumably, the parties
assuming the risk believe they will make a profit on the agreement. When this
economic reality of the swap agreement is compared with other transactions,
a pattern develops. Analogy ro credit risk assumptions offers an excellent starting
point.
B.

Credit Risk Income

In Electrical Export Corp. v. United States,' the court determined whether a
taxpayer qualified as a Western Hemisphere Trade Corporation by deciding
whether the interest received by the taxpayer was from Latin America or the
Export-Import Bank in Washington. 67 The transaction in question involved the
sale of goods by the United States manufacturer (taxpayer) to a foreign buyer
in exchange for a note which was refinanced through the Export-Import Bank.6"
The financing agreement provided that, if the local interest rate exceeded the
fixed rate in the foreign note, then the taxpayer would pay .the difference to
the bank.6 9 Conversely, if the fixed rate exceeded the local rate, the taxpayer
would be entitled to the excess.' In the transaction, the credit risk rested with
the taxpayer and arose out of the foreign sale and not from the refinancing
agreement. Since the source of the credit risk was the note from the foreign
buyer, the interest on the note was sourced with the foreign buyer."
The Service followed the rationale of Electrical Export Corp. in sourcing a
similar transaction in Revenue Ruling 78-118.72 A foreign corporation had purchased United States goods secured by an agreement whereby it borrowed the
purchase money from the Export-Import Bank at a fixed rate of interest.7 3 The
bank then loaned the funds to a local bank for payment of the purchase price

65. 680 F.2d at 147 ("When an item of income is not classified within the confines of the
statutory scheme nor by regulation, courts have sourced the item by comparison and analogy with
classes of income specified within the statutes.").
66. 290 F.2d 923 (Ct. Cl. 1961).
67. Id. at 924-25.
68. Id. at 924.
69. Id.
70. Id.
71. Id. at 925.
72. Rev. Rul. 78-118, 1978-1 C.B. 219.
73. Id.
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to the seller at a local floating rate of interest. 4 In the transaction, the ExportImport Bank stood to make a profit or to incur a loss on the spread between
the interest payable and interest received. Given the separate obligations and
because the Export-Import Bank bore the risk of loss, the Service held that the
interest payments to the local bank originated from the Export-Import Bank
and not from the foreign buyer 75
In both this ruling and Electrical Export Corp., the source of the interest
payments was determined by'which party bore the risk of loss on the financing
transaction. In the Revenue Ruling, the Export-Import Bank had substituted
its own assumption of risk for varying interest rates and had become the source
of the interest payments to the local United States bank. In Electrical Export
Corp. the same bank acted merely as a conduit for the payment of the foreign
sales note without any assumption of credit risk. As such, this conduit function
was insufficient to cause a resourcing of the interest payments from the foreign
buyer to the bank.
In the more recent Bank of America 6 case, the Court of Claims used similar
reasoning to source bankers' acceptance commissions for the acceptance of sight
drafts and letters of credit."7 The Bank of America had received the acceptance
commissions as charges for honoring previously-approved foreign drafts and
letters of credit issued by foreign banks.78 Since these charges represented interest
for the temporary use of money rather than an independent assumption of the
79
risks, the court found the foreign banks to be the true obligors on the debt.
The court, therefore, treated the commissions as similar to interest and sourced the
commissions to the country of the party which bore the risk of loss.80
In all of the above transactions, one constant thread is an underlining debt
obligation, and the question raised is who really is the debtor for source purposes. In swap transactions, one party in a swap is assuming the other party's
risk of interest rate fluctuations. This assumption is not derived from an underlying loan transaction between the parties, but rather an independent obligation similar to a guarantee. As Revenue Ruling 78-118 provided, when a
guarantee is combined with the other acts showing that the guarantee is in
reality a separate obligation, the Service will treat the guarantee as such.o In
both Electrical Export Corp. and Bank of America, the financing bank acted merely
as a conduit with no independent assumption of new risks, thus allowing the
source of the interest to remain where it would have been absent the intermediary. However, when the Export-Import Bank independently assumed the
position of guarantor, this substitution was sufficient to cause the interest to
be sourced from the Bank and not the foreign buyer. 8 ' Like the Export-Import

74. Id.
75. Id. at 220.
76. 680 F.2d at 142.
77. Id. at 147-49.
78. Id. at 145.
79. Id. at 148-49.

80. Id. at 149.
81.

Rev. Rul. 78-118, 1978-1 C.B. 219, 220.
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Bank, the United Kingdom company of the example assumes a guarantorindemnitor position independent from the underlying obligation of interest payments on the certificates.
C.

Hedge Transaction Income

A second analogy is a comparison, again, of swap agreements to hedge
agreements. To determine the source of the income from a hedge agreement,
courts focus on the situs of the purchases and sales.8 2 The essential factor is
where the transfer of title to the property occurred. A United States entity's
solicitation of a foreign company as another party to a swap agreement is similar
to that entity's participation in a foreign commodity exchange for a hedge
transaction. The only difference is that the party who solicits the swap agreement
does not actually purchase a tangible asset, but instead, promises to assume a
risk. In one sense, this promise is not significantly different from the purchase
of a futures contract. Both involve the payment today for the delivery of something in the future. Under this rationale, the payments under a swap agreement
should be sourced by the situs of the party assuming the risk.
In an analogous non-hedge transaction, a German bank was in the business
of borrowing large sums from banks in the United States at one interest rate
and relending those funds to its customers in Germany.8 3 The German bank
was making its profit on the difference between the interest rate it paid and
the rate it charged. 4 The Fourth Circuit Court of Appeals held that the bank
generated the profits in Germany and that their source was therefore not in
the United States.85 Although a swap agreement does not involve the actual
borrowing of funds, the intention of the party assuming the risk to make a
profit from the differences in interest rates is similar in economic substance to
the profit motive of the German bank. Additionally, the Internal Revenue Service has ruled that the use by a foreign bank of United States Treasury Bill
6
futures to level its cost of money does not create United States source income.
In both cases, a foreign bank used lower interest rates in this country to
make a profit at home. The interest rate did not provide the nexus of the
profit. It was the ability of the foreign bank to relend the underlying principal
at a higher rate at home. Although the relending of funds would not usually
be a part of a swap agreement, the opportunity to shift to a lower cost of
money would be a critical feature to the foreign party. Since the foreign party
would derive any profit on ihe swap agreement in its own country from the

82.
States, it
property
States).
83.
84.
85.
86.

See I.R.C. 5 861(a)(6) (1982) (providing that if personal property is sold within the United
will be United States source income); I.R.C. § 862(a)(6) (1982) (providing that if personal
is sold outside the United States, the income will be from sources without the United
Helvering v. Stein, 115 F.2d 468 (4th Cir. 1940).
Id. at 470.
Id. at 472.
I.R.S. Ltr. Rul. 8440025 (Dec. 30, 1983).
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differences in interest rates, any payments under the agreement should be sourced
87
outside the United States.
D.

Insurance Risk Income

Again, a swap agreement is similar to an insurance agreement in determining the source of income."' The location of the covered risk provides the
source of an insurance policy upon issuance. If the risk is a United States risk,
then the income would be United States source income.8 9 However, an important element in insurance is the redistribution of the risk assumed. Redistribution does not occur in a swap transaction. Since assuming parties under
a swap agreement do not redistribute the risk assumed, their performance is
closer to the rendering of personal services than to the assumption of an underwriting risk. When personal services are sourced, the inquiry revolves around the
place of performance. 90
E. Personal Service Income
In determining the source of personal service income, the Internal Revenue
Service has ruled that the place where the services are performed, and not
where the compensation is actually paid, controls. 9 To carry the inquiry a step
further, the degree or amount of personal services required can also be a determining factor. When faced with the source of prize money won by a nonresident alien, the Internal Revenue Service has ruled that since the winner
had to solve a puzzle to win, this solving constituted personal services.9 2 The
service thus sourced the income in the country where the winner solved the
puzzle. 93 The ruling contrasted this result with the opposite result had the winner
merely needed to return a card without solving a puzzle. 94 Just as solving a
puzzle requires some degree of knowledge, which elevates it to the status of
personal services, so would the decision to assume the risk in a swap agreement
necessitate possession and use of an understanding of the behavior of interest
rates and international finance.
In determining the degree and amount of personal services that are involved
in the swap transaction, a court may need even to look to the law of the foreign
country. For example, British law might dictate that the assumption of these
risks does involve the rendering of personal services. The Court of Claims

87.

This is assuming that the foreign party, not the United States party, is assuming the

risk of the floating interest rate.
88. See supra text accompanying notes 52-56.
89. I.R.C. S 861(a)(7) (1982). Cf. I.R.C. § 893(a)(1)(A) (1982) (definition of United States

risk).
90.
91.
92.
93.
94.

I.R.C. §5 861(a)(3), 862(a)(3) (1982).
Rev. Rul. 60-55, 1960-1 C.B. 270.
Rev. Rul. 66-291, 1966-2 C.B. 279.
Id.
Id. at 280.
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decision in Karrer v. United States95 suggests that the law of the foreign country
controls the United States tax implications of the agreement. The court in Karrer
faced the issue of characterizing a payment that resembled a royalty by a United
States company to a Swiss resident. 96 If the payment was indeed a royalty,
then it would be subject to taxation by the United States. However, the court
held that the payment arose because of a special employment contract under
Swiss law. 97 Consequently, the court treated the payment to the Swiss resident
as personal service income paid between two Swiss parties and outside the reach
of United States taxation.98
F.

Viewpoint of Foreign Party

In determining the source of the swap payments, courts should examine the
transaction from the viewpoint of the foreign party. From this vantage point,
a close analogy lies between the economic substance of the swap and the substance of those transactions in cases previously examined. The profit which the
example, the United Kingdom company seeks from the varying interest rates
between the United States and the United Kingdom is not very different from
the profit sought by the German bank in Helvering v. Stein. 99 The example swap
transaction is also similar to a foreign bank's use of T-Bill futures to control
interest rate expense.1°° In addition, little demonstrable difference distinguishes
the assumption of interest rate risk from the assumption of the credit risk.10 '
G.

Source of Income Conclusion

The above examination of different analogous situations produces the same
conclusion; the source of payments under a swap agreement should be the
country of residence of the party assuming the risk. Thus, in the example,
since the United Kingdom company, assumes the risk of rising interest rates,
the source of any payment under the swap agreement would be the United
Kingdom. Had the party with the fixed interest rate been a United States
person, then any payment would be sourced within the United States. This
sourcing treatment of swaps results in complete parity with the sourcing rules
for hedge agreements, credit risk assumptions, personal services, and profits
derived from relending money at higher interest rates.
V.

INCOME TAX TREATY CONSIDERATIONS

Regardless of the character and source determinations, should an income
tax treaty exist between the two nations involved, its provisions would override

95.
96.

152 F. Supp. 66 (Ct. Cl. 1957).
Id. at 68.

97.

Id. at 71.

98.

Id. at 71-72.

99.

100.
101.

115 F.2d at 468.

See I.R.S. Ltr. Rul. 8440025 (Dec. 30, 1983).
Cf supra text accompanying notes 66-81.
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those found in the Code. 10 2 The United States-United Kingdom example transaction was chosen because the tax treaty between these countries incorporates
the leading edge of current thought on international tax policy. In fact, the
Treasury Department's current Model Income Tax Treaty'0 3 incorporates many
of the concepts and changes in the United States-United Kingdom Treaty.
A.

Business Profits Article

The tax treaty between the United States and the United Kingdom distinguishes between passive and active income. 0 4 Items of passive income such as
interest, royalties and dividends are specifically covered in the treaty. 05 A recently expanded provision concerning business profits, article 7,10 6 provides for
items of income generally thought of as derived from an active business. Under
article 7, business profits generated by a United States enterprise are to be
taxed only by the United States unless the profits are derived from a permanent
establishment within the United Kingdom.0 7 The treaty does not define completely "business .profits," but article 7 does provide that the term includes,
but is not limited to, the income derived from manufacturing, mercantile, banking, insurance, agriculture and fishing or mining operations.1°8
Consequently, the critical issue focus is on the meaning of "business profits"
within the definition contemplated by the parties to the treaty. The general
principle in interpreting treaties is to give terms their ordinary meaning as
understood in the public law of nations and not in some artificial or special
sense imposed by local law. 0 9 The question then is whether the profit or loss
from a swap agreement is within the intended scope of the term "business
profits." Although a court has not interpreted the specific language involved,
the report by the Senate Foreign Relations Committee allows deductions for
all expenses "reasonably connected with business profits.""10
At least within the United States, the concept of business profits would
include any gains or losses from transactions designed to stabilize inventory
costs." Such a transaction using commodities or futures is a hedge, which is
considered a valuable element of conservative business operations." 2 As discussed earlier, a hedge and a swap agreement are economically similar. Both

102.
103.
104.

(CCH)

I.R.C. S 894 (1982).
Treasury Department's Model Income Tax Treaty, I TAx TREATIES (CCH)
158.
Income Tax Treaty, Dec. 31, 1975, United States - United Kingdom, 3 TAX TREATIES

8103A.

105. Id. at art. 11, 3 TAx

TREATIES (CCH)
8103K (interest); id. at art. 12, 3 TAX
(CCH) 8103L (royalties); id at art. 10, 3 TAx TREATIES (CCH) 8103J (dividends).
106. Id. at art. 7, 3 TAx TREATIES (CCH) 8103G.

107.

Id. at art. 7, 3 TAx

TREATIES

TREATIES

(CCH).

108. Id.
109. Geofroy v. Riggs, 133 U.S. 258 (1890). Accord Kolovrat v. Oregon, 366 U.S. 187 (1961);
Factor v. Laubenheimer, 290 U.S. 276 (1933); Jordan v. Tashiro, 278 U.S. 123 (1928).
110. Report of the Senate Foreign Relations Committee, IX, Pt. A, art. 7, 3 TAx TREATIES
(CCH) 8103EE, at 8170-73.
111. Cf Corn Prod. Ref. Co. v. Commissioner, 350 U.S. 46 (1955).
112. See supra notes 41-43 and accompanying text.
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are financial tools designed to stabilize the cost of a significant ingredient in
the participant's business operations."13 From the standpoint of the party seeking
to control its interest expense, the group of expenses comprising business profits
should include the swap agreement.
This analysis is less clear from the standpoint of the other party. The central
element to the party assuming the risk is not the stabilizing of its inventory
costs, but the attempt to secure a lower cost of funds. Should the foreign party
be involved in a banking business, then the same factors pertaining to the
United States party are present. The central factor is the control of the cost
of inventory, which is money, as expressed in terms of interest rates. Associating
a hedge transaction with control of inventory. c6st may be too narrow. A hedge
transaction can be just as valid a business transaction when entered into to
control or reduce the cost of a necessary ingredient of a business other than
its inventory. Thus, a company's attempt to control the interest expense in its
long term borrowing can be as critical as the control of inventory costs.
That both parties enter into a swap agreement within the context of their
respective businesses is relevant. The kind of profit or loss which can arise
from this type of transaction is clearly within the scope intended by the phrase
business profits. The treaty provides for a difference in treatment between the
kinds of profits that can be generated from a one time transaction of passive
investment and the kinds of profits that are created from the operation of an
active trade or business. Absent the respective business needs of the parties,
neither party would enter into a swap agreement. Thus, the treaty would call
for the taxation of the parties to a swap agreement only by their respective
sovereigns. I,4
B.

Other Income Article

A convenient feature of the treaty With the United Kingdom is its new
"other income" provision."' This provision establishes that any income not
specifically provided for elsewhere in the treaty will only be subject to taxation
by the recipient's government." 6 Presently, however, only the United States
treaty with the United Kingdom includes this feature." 7 Prudent planners of
international swap agreements, therefore, should restrict the choice of the other

113. Price and Henderson suggest that swap agreements be styled as financial accommodations
to provide protection in bankruptcy proceedings. J. PRICE & S. HENDERSON, supra note 2. However,
little difference separates a hedge and a financial accommodation.
114. The treaty allows each contracting state to tax its own enterprises on the income generated
by them, unless such income is derived from a permanent establishment in the other contracting
state. In a swap transaction, it is riot envisioned that the foreign party would have a permanent
establishment in the United States, and that if it did, the profits and losses generated would not
be attributable to such permanent establishment.
115. Income Tax Treaty, Dec. 31, 1975, United States-United Kingdom, art. 22, 3 TAx
TREATIES (CCH)

8103V.

116. Id.
117. The current Treasury Department's Model Income Tax Treaty now incorporates this
provision. Supra note 103.
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party to residents of foreign countries whose governments have entered into a
treaty with the United States containing the "business profits" provision. To
date, appropriate treaties exist with fifteen nations in addition to the United
Kingdom."'
VI.

CONCLUSION

Interest rate swap agreements are, at least economically, a form of a hedge
transaction. Any payment under a swap agreement is similar to payments associated with commodity futures and thus should be characterized and reported
as such. This characterization should effectively preclude treatment of swap
agreement payments as periodical income. Further, when determining the source
of these payments, the closest analogies all produce the same result. That is,
swap agreement payments should be sourced within the country of the party
assuming the risk. Until either an appropriate regulatory response is made, or
the equivalent of a commodity exchange is created for swap agreements, it is
prudent to restrict the party assuming the risk in a swap agreement to a resident
of one of the countries which has a business profits clause in its income tax
treaty with the United States. Such restrictions ensure that each party will be
taxed solely by its respective government on the income or loss generated by
the swap agreement.
ROBERT

C.

REID

118. United States income tax treaties with similar provisions concerning "business profits"
and the older phrase, "industrial and commercial profits" exist with the following nations: Bangladesh, Income Tax Treaty, Oct. 6, 1980, U.S.-Bangladesh, art. 7, 1 TAX TREATIES (CCH) 573;
Morocco, Income Tax Treaty, Aug. 1, 1977, U.S.-Morocco, art. 7, 2 TAX TREATIES; (CCH)
5605; Phillippines, Income Tax Treaty, Oct. 1, 1976, U.S.-Phillippines art. 7, 3 TAx TREATIES
(CCH) 6605; Korea, Income Tax Treaty, Jun. 4, 1976, U.S.-Korea, art. 8, 2 TAX TREATIES,
(CCH),
4805; Israel, Income Tax Treaty, Nov. 20, 1975, U.S.-Israel art. 8, 2 TAX TREATIES
(CCH) 4203; Iceland, Income Tax Treaty, May 7, 1975, art. 8, 2 TAX TREATIES 4103; Poland,
Income Tax Treaty, Oct. 8, 1974, U.S.-Poland, art. 8, 3 TAX TREATIES (CCH) 7703; Romania,
Income Tax Treaty, Dec. 4, 1973, U.S.-Romania, art. 7, 3 TAX TREATIES (CCH) 7254; Norway,
Income Tax Treaty, Dec. 3, 1971, U.S.-Norway art. 5, 3 TAX TREATIES, (CCH) 587; Finland,
Income Tax Treaty Mar. 6, 1970, U.S.-Finland, art. 8, S. TAX TREATIES (CCH) 2651; Trinidad
& Tobago, Income Tax Treaty, U.S.-Trinidad & Tobago, Jan. 9, 1970, art. 8, 3 TAX TREATIES
(CCH) "7608; France, Income Tax Treaty, July 28, 1967, U.S.-France, art. 6, 2 Tax Treaties
(CCH)
2803; Brazil, Income Tax Treaty, Mar. 13, 1967, U.S.-Brazil, art. 8, 1 TAX TREATIES
(CCH) 803; Thailand, Income Tax Treaty, Mar. 1, 1965, U.S.-Thailand, art. 4, 3 TAX TREATIES
(CCH) 7503.
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